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Abstract

The relationship between capital structure policy and firm value is interesting to study because the concept of capital structure was initiated
by Modigliani and Miller who claimed that the company’s capital structure is not a factor in its value. They asserted that linking leverage with
firm value was irrelevant. Therefore, this study examined the role of growth opportunities as a moderating variable for the relationship between
capital structure and firm value. The population of this study is 300 companies from the manufacturing sector that are listed on the Indonesia
Stock Exchange (IDX) for the period 2015-2018. To analyze the data, the subgroup moderation method was employed by dividing the data into
two parts: companies with high growth opportunities and companies with low growth opportunities. The results revealed that capital structure
had a direct positive effect on firm value. Furthermore, the test results of the two regression models of growth opportunities as the moderating
variable are very interesting. It was found that for companies with high growth opportunities, the use of debt had a negative effect on firm value,
and conversely, the use of debt had a positive effect on firm value for companies with low growth opportunities. The statistical F-test results

proved that growth opportunities are a moderating variable for the relationship between capital structure and firm value.
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1. Introduction

The relationship between capital structure policy and
firm value is interesting to study because the concept of
capital structure was initiated by Modigliani and Miller who
claimed that the company’s capital structure is not a factor
in its value. They asserted that linking leverage with firm
value was irrelevant (Modigliani & Miller, 1958). Realizing
this concept’s weakness, revisions were made to take into
consideration tax savings (Modigliani & Miller, 1963). The
concept of capital structure was further developed by Stiglitz
(1969) and Myers (1977), who explained that the use of debt
has an optimum limit. Moreover, the use of debt must take
into account the risk of possible failure so that it considers
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bankruptcy costs and transaction costs. Furthermore, it was
described that the company has an optimal level of debt and
tries to adjust its debt level when it is in an over or under-
leveraged position towards the optimal leverage. In a stable
condition, the company adjusts its debt to its long-term
average debt (Myers, 1977).

Ross (1977) stated that in the relationship between
capital structure and firm value related to information
asymmetry, managers with an informational advantage have
an incentive to signal their private information through their
choice of debt level. Ross (1977) was the first to address the
function of the debt signaling mechanism where asymmetric
information exists between management and investors,
which also explains why existing investors avoid issuing
new equity. Therefore, asymmetric information will be taken
into account of how the management will take action as it
concerns the signal perceived by the outside investors. When
management issues new debt, it is perceived as a positive
signal and has a positive effect on stock prices. Empirical
evidence supporting the concept of information asymmetry
has been carried out by Salehi and Biglar (2009), Maxwell
and Kehinde (2012), and Aggarwal et al. (2019). Dang et al.
(2019) found a negative relationship between leverage and
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firm value. Besides, Rahman (2018) and Dang et al. (2019),
in their research studied the effect of growth, capital structure,
firm size, and profitability on firm value. The results did not
support the positive effect of capital structure on firm value.
Besides, growth factor also does not have any impact on firm
value

Regarding information asymmetry, Myers and Majluf
(1984) proposed a tiered funding concept, called a pecking
order. According to them, the optimization of the capital
structure is based on tiered funding decisions based on the
order of the cheapest capital costs. Financing comes from
three sources, internal funds, debt, and new equity. Companies
prioritize their sources of financing, first preferring internal
financing, and then debt, lastly raising equity as a “last resort™.
They argued that equity is a less preferred means to raise
capital because when managers issue new equity, investors
believe that managers think that the firm is overvalued and
managers are taking advantage of this over-valuation. As a
result, investors will place a lower value on the new equity
issuance.

Several studies have shown support for pecking orders
(Frank & Goyal, 2003; Ni & Yu, 2008; Kayhan & Titman,
1984). Support from other research results showed that the
pecking order could explain the company’s deficit funding
behavior (Bhama et al., 2016; Nguyen et al., 2019; Aggarwal
& Padhan, 2017; Qu et al., 2018; Li & Stathis, 2017; Saif-
Alyousfi et al., 2020). However, some research results also
contradicted the pecking order concept (Viviani, 2008:
Li & Stathis, 2017; Nguyen et al., 2019). They discovered
that pecking orders did not apply to all types of companies.
Besides, an individual firm’s finance policy needs to be
responsive to the firm’s characteristics and should match with
the different borrowing requirements of listed firms. (Khan
et al., 2020), and the capital structure was influenced by
company growth (Vijayakumaran & Vijayakumaran, 2019;
Danila et al., 2020; Goyal et al., 2002); Bei & Wijewardana,
2012). Frank and Sanati (2019) stated that firms issue equity
first, then increase real assets, and finally issue debt while
repurchasing equity. After they obtain assets that can be
pledged to lenders, firms substitute debt for equity to benefit
from interest tax deductions.

The concept of capital structure that has been discussed
is a form of approach that emphasizes balance without
considering the company prospects. McConnell and Servaes
(1995) expounded on the capital structure related to growth
opportunities. They also explained that the optimal capital
structure could shift with changes in growth opportunities.
For firms with ‘high-growth’ firm value is negatively
correlated with leverage, whereas for firms with ‘low-growth’
firm value is positively correlated with leverage. Debt policy
and equity ownership structure ‘matter’ and that how they
matter differs between firms. Empirical evidence revealed
that companies with high investment opportunities tended to
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use low debt ratios (Vijayakumaran & Vijayakumaran, 2019;
Nguyen et al., 2019; Danila et al., 2020),

The relationship between investment opportunities and
the firm value was illustrated by Myers (1977) that firm value
is determined by the investment opportunity set (IOS). I0S is
an investment decision in the form of a combination of assets
in place and future investment options that will affect the
value of the firm so that the opportunities investment set can
be concluded a management decision in the future in the form
of investments that affect the company’s return and market
value. IOS is the company’s ability to exploit opportunities
compared to other companies or reflect companies’ value
with investment prospects in the future (Gaver & Gaver,
1993).

The relationship between investment opportunities and
the firm value was clarified by Stulz (1990). Chen (2002)
tested the influence of the debt structure on the company value
given different growth opportunities with the companies. The
market value of any firm is independent of its capital structure,
given the assumptions of capital markets are perfect. It is
observed that the optimal capital structures are closely related
to the growth potential of the firms and some other variables,
such as the size and the industry characteristics. Building
on the argument that high-growth firms’ corporate value is
negatively correlated with leverage, whereas for low-growth
firms’ corporate value is positively correlated with leverage,
they observed that the growth opportunities may influence
the optimal capital structure. The reason is that the optimal
leverage may shift with the changes in growth opportunities
that lead to the changes in agency costs of debt and cost of
managerial discretion.

Based on the findings of the relationship between growth
opportunities, debt, and firm value by previous researchers,
this research attempts to analyze the relationship between
debt use, growth opportunities, and firm value. To test the
relationship between the three variables, growth opportunities
were placed as a moderating variable. It is expected that this
research can contribute to explaining the relationship between
debt and company value, especially in the manufacturing
industry in Indonesia.

2. Literature Review and Hypothesis
Development

2.1. Capital Structure and Firm Value

Capital structure is an interesting issue for continuous
research (Nguyen & Tran, 2020). There is much debate about
what factors determine capital structure policy; the theories
built have not found an agreement because they are based
on different assumptions. Each factor has a different impact,
depending on the company’s conditions and position (Myers,
2003). Capital structure means the proportion of debt employed
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in the company (debt ratio). Capital structure policy is a
strategic policy because it relates to corporate risk. The use of
debt can increase the risk of bankruptcy because the company
must bear a fixed burden. On the other hand, debt can save
tax payments from the interest costs paid (tax-deductible). For
that reason, companies must be able to optimize their capital
structure by considering these two interests.

The relationship between capital structure and the firm
value was first suggested by Modigliani and Miller in their
proposition, which stated that capital structure and firm value
were irrelevant (Modigliani & Miller, 1958). After receiving
criticism, a revision was made to take into account tax savings.
According to them, the accumulation of sustainable tax savings
will increase company value (Modigliani & Miller, 1963).
Responding to the capital structure concept developed by Stiglitz
(1969), the company might not be able to use the debt to its full
potential. The use of debt must take into account bankruptcy
costs and transaction costs. The company has an optimal debt
level and tries to adjust its debt level when it is over or under-
leveraged towards optimal leverage (Myers, 1977).

Myers (1984) tried to include the cost of financial
distress, bankruptcy, and transaction costs in the trade-off
theory, better known as the theory of balancing. The trade-off
theory of capital structure is the idea that a company chooses
how much debt finance and how much equity finance to use
by balancing the costs and benefits. This theory rationalizes
that structural policy affects firm value, and there is optimal
leverage (debt ratio) in the relationship between capital
structure and firm value. The use of debt will increase the
firm’s value at a specific (optimal) leverage, and after that,
the use of debt will decrease the firm’s value. Balancing
theory also relates to company size; large companies, in
general, have a lower bankruptcy possibility than small
companies; therefore, they can easily attract debt than small
companies. Empirical evidence has confirmed that debt has a
positive effect on firm value at a certain level; after that, the
debt does not affect firm value (Wang et al., 2011). Research
results supporting the balancing theory have been carried out
by Maxwell and Kehinde (2012), Dang (2013), Aggarwal and
Padhan (2017), and Nguyen et al. (2019).

Myers and Majluf (1984) proposed a tiered funding
concept, called a pecking order. According to them, the
optimization of the capital structure is based on tiered
funding decisions based on the order of the cheapest capital
costs. Internal financing is the cheapest source of funds,
and the next need is met by external sources of debt while
issuing shares is the last alternative. Several studies have
shown support for pecking orders (Frank & Goyal., 2003; Ni
& Yu., 2008; Kayhan & Titman, 1984). Support from other
research results showed that the pecking order could explain
the company’s deficit funding behavior (Bhama et al., 2016;
Nguyen et al., 2019; Aggarwal & Padhan, 2017; Qu et al.,
2018; Li & Stathis, 2017; Saif-Alyousfi et al., 2020).

815

The relationship between leverage and the firm value was
also analyzed by Ross (1977). He was the first to address the
function of the debt signaling mechanism where asymmetric
information exists between management and investors,
which also explains why existing investors avoid issuing
new equity. Therefore, asymmetric information will be taken
into account of how the management will take action as it
concerns the signal perceived by the outside investors. When
management issues new debt, it is perceived as a positive
signal and has a positive effect on stock prices. Empirical
evidence supporting the concept of information asymmetry
has been carried out by Salehi and Biglar (2009), Maxwell and
Kehinde (2012), Aggarwal and Padhan (2017), Chabachib,
Fitriana, Hersugondo, Pamungkas, & Udin (2019), and Ifada,
Faisal, Ghozali, & Udin (2019). Based on the relationship
between leverage and firm value, hypothesis 1 was proposed
as follows:

H1: Capital structure affects firm value.

2.2. Growth Opportunities

Growth opportunities are interpreted as prospects for
the availability of profitable investment opportunities (Danila
et al., 2020). This investment opportunity is the availability
of investment options that can generate net cash flows in the
future. This profit prospect is an opportunity that will increase
the company’s value. The company’s growth opportunity
cannot be observed directly, so a proxy must be used. The
indicator often used to describe investment opportunities
is IOS. This IOS concept was introduced by Myers (1977).
According to him, the company value is a combination of
assets owned and the selection of investments to be made.
This concept is essential because it can be used to measure
future growth potential so that it is relevant for predicting the
company owner’s wealth.

Graver and Graver (1993) presented additional evidence
on the relation between the investment opportunity set and
financing, dividend, and compensation policies. A company’s
growth opportunities are related to the discretion of almost
all expenditures, for example, capacity expansion, new
product introductions, company acquisitions, investment in
advertising, and asset replacement (Gaver & Gaver, 1993).
Furthermore, it is also explained that IOS is determined by the
choice of business lines based on its competitive advantage.
Every company is in a different condition precisely so that
the IOS for each company will be different. Kallapur and
Trombly (2001) elucidate that IOS’s primary determinant is
industry factors, such as a barrier to entry and product life
cycle. The barrier to entry factor is a factor that can hinder
the entry of competitors into the industry. Industries with
a successful short product life require much investment in
research and development and a skilled research person.



816

In terms of proxies for growth opportunities, Gaver
and Gaver (1993) suggested six proxies that can be used to
measure investment opportunities: 1) Market to book value of
assets ratio, 2) Market to book value of equity ratio, 3) R&D
expenditures to the book value of assets ratio, 4) the earnings/
price ratio, 5) the variance of the total return of the firm, and
6) the frequency that the firm is included in the holdings of
growth-oriented mutual funds. Besides, Kallapur and Trombly
(2001) explained the concept of the investment set (I0S: i.e.
chances to invest for expansion, new products, cost reduction,
etc.) and its effects on firm value. Reviews previous research
on the theoretical relationships between 10S and optimal
contracting resulting from shareholder/debtholder conflict,
agency costs, and performance measurement problems;
and empirical research on its links with company policy on
financing, dividends, and compensation. They classified I0S
into three main categories: 1) Price-based proxies; this approach
is based on the premise that company growth opportunities
are indicated partially in the stock price, including companies
with a higher market value growth opportunity than their book
value. 2) Investment-based proxies, this approach is based on
the premise that high investment activity is positively related
to 10S. 3) Variance measure; this measurement is based on
the idea that investment options become more valuable when
using size variability to estimate growing options.

Adam and Goyal (2008) evaluated the performance of
several proxy variables for a firm’s investment opportunity set.
The results show that, on a relative scale, the market-to-book
assets ratio has the highest information content concerning
investment opportunities. Though both the market-to-book
equity and the earnings—price ratios are related to investment
opportunities, they do not contain information that is
not already contained in the market-to-book assets ratio.
Barclay et al. (2006) stated that the market to book asset
ratio is the most suitable proxy for investment opportunities.
Hermuningsih (2013) in his research utilized four proxies
as indicators of growth opportunities: Investment to Sale
(INVOS), Price-earnings ratio (PE), Market to Books Total
Assets (MTBA), and Market to Books Total Equity (MTBE).
In his research, a positive relationship between growth
opportunities and the firm value was found. Kim et al. (2018)
employed R&D proxies in their research, which discovered a
positive relationship between growth opportunities and firm
value. Companies with growth opportunities had a positive
effect on firm value, and conversely, companies with no
growth opportunities had a negative effect.

2.3. Growth Opportunities, Capital Structure, and
Firm Value

Stulz (1990) argues the relationship between investment
opportunities and capital structure. According to him,
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management tends to prioritize increasing investment (over
investment), including less profitable investments, because
management does not participate in company ownership.
Due to information asymmetry, when profitable investment
opportunities are opened, management is forced to reduce
investment. As a result, there is underinvestment. Besides,
debt policies can limit management’s discretion in over-
investing and under-investing. The relationship between
growth opportunities, debt, and firm value asserted that debt
had a positive effect on firm value when the company had a
low growth opportunity, and debt had a negative impact on
firm value when the company’s growth opportunity is high
(Gaver & Gaver, 1993; McConnell & Servaes, 1995; Goyal
et al., 2002; Billett et al., 2007). Chen and Zhao (2006) how
that firms with higher market-to-book ratios face lower debt
financing costs and borrow more. The relation between
the market-to-book ratio and leverage ratio is positive for
most firms while a negative relation is driven by a subset
of firms with high market-to-book ratios. They researched
and found that most of the companies that they studied had
a positive relationship between growth opportunities and
leverage. Gul and Kealey (1999) examined companies in
Korea about the relationship between growth opportunities,
leverage, and dividends, and the results revealed that
growth opportunities were related to leverage, but not to
dividends.

Barclay et al. (2006) investigated that companies with
high growth opportunities proxied with growth tended to
have low leverage. The firm value increases with additional
growth options; therefore, not only does leverage decline
but the firm’s optimal total debt level declines as well. This
result implies a negative relation between book leverage and
growth options. Companies with high growth opportunities
tended to have low leverage (Quynh-Nhu, 2009; Danila et al.,
2020). Mendoza et al. (2019) found a non-linear negative
effect of growth opportunities on debt. They showed that
growth opportunities had a negative impact, while leverage
had a positive impact, although their effects are not persistent
and depend on the level of these attributes.

Previous research studies indicated that the relationship
between growth opportunities and capital structure tended to
be conditional, as Stulz (1990) explained. Many researchers
support the fact that the effectiveness of using debt is
determined by the availability of growth opportunities. Thus,

H2: Growth opportunities moderate the effect of capital
structure on firm value.

3. Research Methods

The population of this was 300 companies from the
manufacturing sector listed on the IDX for the 2015-2018
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period. The independent variable in this study was the capital
structure measured by debt to total assets, while the dependent
variable was the firm value assessed by Tobin q. As for growth
opportunities, it was proxied by the Market Book value of
Equity (MBE), which was placed as a moderating variable.

To test the role of growth opportunities in moderating
the effect of capital structure on firm value, a sub-group
moderation model was employed with the SPSS 23 version.
The testing process was performed by dividing the data into
two groups (Helm & Mark, 2012): companies with high
growth opportunities and low growth opportunities. The
groups’ division was based on the data’s mean value of the
growth opportunity variable to obtain a significant difference
in value; five percent above and below the midpoint was
omitted.

Moderation test steps:

1. Regressing the independent variable debt to the
dependent variable Q in all samples. This test was
carried out to obtain the Sum square Residual (SSR)
using all data.

Q=a+B Debt+g oo 1

2. Regressing the independent variable Debt, against
the dependent variable Q, for the high growth
opportunity (MBE) sample to obtain Sum Square
Residual (SSR,))

Q =0a+B,Debt, +& i 2)

3. Regressing the independent variable debt to dependent

variable Q for low growth opportunity (MBE, ) Sum
Square Residual (SSR)

Q =oa+B,Debt +& i 3)

4. Calculating the statistical F-value using the equation:

(SSR—(SSRH + SSRL) /K

F= (SSRH +SSRL)/(NH + NL-2K) """ 4)

Where:
K =Number of categories (high and low)
N = Number of samples

4. Results and Discussion

The following table 1 presents the descriptive statistics of
three variables used in this study: capital structure proxied by
a debt ratio, firm value proxied by Tobin’s q, and the growth
opportunity variable predicted as the moderator variable.
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The mean value was Q>1, which indicated that
manufacturing companies tended to show growth. However,
some companies had negative growth values, and the
minimum value was (-6.132). The use of debt to support
capital in the manufacturing sector tended to be high. It could
be seen from the mean debt value of 0.49363; almost fifty
percent of the capital was financed from debt. This condition
could affect the level of company risk.

Table 2 above displays the regression test results that
placed the capital structure variable as the independent
variable and firm value as the dependent variable. In
model 1, it was tested using all data. The results showed
that the capital structure had a direct positive effect on firm
value. These results support previous research conducted by
Hermuningsih (2013), Aggarwal and Padhan (2017), and
Uzliawati et al. (2018) that the structure positively impacted
firm value.

In regression model 2, a regression test of the debt’s effect
on firm value was performed using data on companies with
high growth opportunities. The result shows that the capital
structure had a significant negative effect. This result is in
line with previous research, stating that debt could increase
firm value, but the use of debt that exceeded the optimal
limit would have a negative impact on firm value (Adenugba
et al., 2016). This study’s results complement previous
research with the same object by Danila et al. (2020) who
showed that companies’ use of debt with the opportunity
to grow tended to suppress dividends such that the market
responded negatively, whereas in regression model 3,
for companies with low growth opportunities, the results
revealed a positive effect of the use of debt on firm value.
The findings of contradictions between companies with high
growth opportunities and low growth opportunities indicated
over and under leverage. These findings align with previous
research conducted in the oil and gas industry by (Syaifulhaq
et al., 2020), who found that debt was inversely related to
debt when firms had a growth opportunity.

Viewed from the perspective of balancing theory by
Myers (1984), the use of debt (debt ratio) of a company has
an optimal limit. Debt can increase firm value at a certain
level, and after it has exceeded the optimal limit, the use of
debt will decrease firm value. The use of debt can increase
the risk of bankruptcy because the firm has to bear a fixed
burden. On the other hand, debt can save tax payments
from the interest costs paid (tax-deductible). This study’s
results indicated an overuse of debt in companies with high
growth opportunities, and conversely, companies with low
growth opportunities indicated that their use of debt had
not exceeded the optimal limit. However, this study has not
tested the optimal amount of debt for companies as members
of the manufacturing industry.
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Table 1: Descriptive Statistics

Variable N Minimum Maximum Mean Std. Deviation
Q 300 -6.132 2.842 1.11447 .841690
DEBT 300 .055 973 49363 .215130
MBE 300 -.383 42,039 1.44158 2.651205
Table 2: Regression This study placed growth opportunities as a moderating
- variable using the subgroup model. This test was intended
Regression Variable Coefficient | P-value | to determine whether growth opportunities played a role in
Model strengthening or weakening capital structure’s influence on
(Constant) .684 .000 firm value. To test the role of moderation using model 3, it is
Model 1 foll .
DEBT .884 .000 as lollows:
(Constant) 2.212 .000
Model 2 (SSR—(SSRH + SSRL)/K
DEBT, -.980 .000
(SSRH + SSRL)/(NH + NL-2K)
Model 3 (Constant) 523 .000
ode -
DEBT, 71 000 _ 96,407 (53,291+5,362)/2 —337.3868
(53,291+5,362)/(150+149—4)
Table 3: ANOVA
- Based on the ANOVA test results, the results disclosed
Regression Su.m square F P-value that the F-count was higher than the F-table value (337.3>
Model Residual (SSR) 6.94427191). Thus, it is known that growth opportunities
Model 1 96.407 367.065 -000 were statistically proven to moderate the effect of capital
Model 2 53.291 18.286 .000b structure on firm value. It denoted that the effectiveness of
debt policies to increase firm value was moderated by the
Model 3 5.362 46.239 000 availability of growth opportunities. This study’s results have

The correlation test results of debt, growth opportunities,
and firm value are very interesting. Companies with high
growth opportunities had a negative influence on the company.
Conversely, companies with low growth opportunities had
a positive effect on firm value. It indicated that companies
with debt were not flexible when growth opportunities were
high, meaning that their debt limited their ability to make
open investments. As a result, many investment opportunities
could be realized and were responded to negatively by the
market. This study’s results reinforce previous research
carried out by Stulz (1990), who found a tendency for
management to prioritize investment (over investment),
including less profitable investments. When profitable
investment opportunities were opened, management had
limitations in investing, resulting in underinvestment. This
condition would be responded to negatively by the market
such that the share price would decrease. Several studies’
results that are in agreement with the findings of Stulz (1990)
stated that growth opportunities were inversely related to
leverage and firm value (Gaver & Gaver, 1993; McConnell &
Servaes, 1995; Goyal et al., 2002; Billett et al., 2007). There
is a significant difference in market response to companies
using high leverage and low leverage (Ferris et al., 2018).

proven that one factor determining the effectiveness of using
debt is growth opportunities. The use of debt effectively
affected firm value when the growth opportunities were low,
and when the growth opportunities were high, the use of debt
did not effectively affect firm value.

Concerning differences in the concept of capital structure
proposed by previous studies, Ross (1997) suggested the
existence of information asymmetry between investors
and management, and the use of debt has been responded
positively. Modigliani and Miller (1963) argued that the use
of debt could boost firm value, and Myers and Majluf (1984)
suggested a tiered funding concept. This study’s findings
provide a different view of the effect of the use of debt on
firm value.

5. Conclusion

This research is motivated by the difference in the concept
of the relationship between capital structure and firm value,
which is still an interesting topic. It employed 300 samples
of company data in the manufacturing sector, listed on the
Indonesia Stock Exchange for the period 2015-2018. The
effect of capital structure policy was tested on firm value
by placing growth opportunities as a moderating variable.
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The placement of growth opportunities as a moderating
variable is based on the findings of previous research
carried out by Stulz (1990), McConnell and Servaes
(1995), and Billett et al. (2007) who showed that the effect
of capital structure on firm value was inversely related
to growth opportunities. Companies with high growth
opportunities had a negative effect on firm value, and
companies with low growth opportunities had a positive
effect on firm value. Besides, three regression models were
performed: regression model 1 examined the direct effect
of capital structure on firm value using total data, and the
results showed that capital structure had a direct positive
effect on firm value.

Furthermore, a regression model 2 test was conducted,
which placed high growth opportunities as the moderating
variable. The same was done for model 3, placing low
growth opportunities as a moderating variable. The test
results of the two regression models showed that for
companies with high growth opportunities, the use of
debt had a negative effect on firm value, and conversely,
for companies with low growth opportunities, the use of
debt had a positive effect on firm value. These findings
corroborate previous findings, which form the basis of this
research model (Stulz,1990; McConnell & Servaes, 1995;
Billett et al., 2007).

The statistical F-test results have proven that growth
opportunities are a moderating variable for the relationship
between capital structure and firm value. This study’s
findings provide a different view from the concept of capital
structure proposed by Ross (1997), Modigliani and Miller
(1963), and Myers and Majluf (1984).
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